the consequence of regulatory policies the remedy is not necessarily competition.
some undeterminable proportion of which, responding to those distorted price
signals, is doubtless inefficient. but retorm of those regulatory policies

In proffered rebuttal of our earlier comments on his first Affidavit that his
recommendations would give the major 1XCs a strong incentive to be uncooperative
in negotiating with the BOCs, because that would delay the latter companies’ entry
into competition with them, he observes that, “to his knowledge,” local competitive
entry has been no more pervasive in SNET and GTE territories, where those [LECs
already have interLATA authonity and the IXCs would, under our reasoning, have no
incentive to engage in dilatory tactics in negotiating with them.  To this rejoinder.
there are several responses’ (1) Following Professor Schwartz's own reasoning—to
the effect that once long-distance entrv 1s permitted an [LEC. it would have reduced
incentives to cooperate in opening its local markets—we would expect to see
significantly /ess progress in the introduction of local competition in GTE and SNET
than in RBOC territories. Yet he makes no such claim. (2) If Professor Schwartz’s
“understanding’ is correct with respect to GTE, it would probably be because of that
company’s typically rural and suburban service territories, where competitive entry is
far less attractive, precisely because of the distorting regulatory policies to which we
have already alluded (3) So far as the experience in Connecticut is concerned. it
seems to be true that, despite that state being at the very forefront in seeking to open

the local telephone business to competition. and some 36 applications to offer such
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service there having been approved.”” the actual inroads of competitors have
apparently been modest * The relevant question, apart from remaining uncertainties
about the facts, 1s one of responsibility While AT&T and MCI publicly ~blame

sy 04

SNET for sabotaging the quality ot its service, an AT&T witness has in

regulatory proceedings in that state explicitly pratsed SNET for its cooperativeness
and good faith efforts to establish conditions for CLEC entry.”’ and a witness for
TCG testified there that in his Company's experience SNET had been the most
cooperative of all the ILECs in the country in those negotiations”—both of these
encomia for a company that already had interLATA authority and therefore in flat
rebuttal of the rationale for the strategy advocated by Professor Schwartz and his

DOJ client. The Company, proclaiming its good faith efforts, protests first, that it

was geared to handle 10,000 orders a week for resales but never received more than

% Joan Muller. “Back 1o the future: SNET still dominates.” /e Hoston CGlobe. Januan 211998, p DL D16

% According to the Company. it has lost a considerably larger sharc of the market than would be suggested by the
statement in Muller. foc. cir.. that SNET stitl “controls 99 percent of the phone lines in the stale.” In view of
the availability to competitors (in (heon at least) of the option of leasing SNET's hines. 1t is not clcar whether
that percentage accurately reflects the incumbent compam’s share of the market deflined in terms of the
number of customers  Since the itplicd | percent of lines in the hands of CLECs arc almost certainly
concentrated in metropolitan business districts. their share of total revenucs would presumably be several times

higher.

' Muller. op. cit.

65 Q

A

As I understand AT&T has rccently provided a forccast to SNET.  Without divulging
numbers has SNET stated tn any way that they will not be able to handle the amount of
orders that AT&T has forccasted”

No. they have not.

In fact. isn't it true. Mr. Curran. that AT&T has sent pretty nice complimentary letters to SNET on
behalf of the work thev have done”

There has been some excmplan work between the companics in terms of cooperation and we thank
vou for that

Testimony of Kevin Curran. Connccticut Department of Pubhic Ltility Control Docket No 94-10-05 Apnif 3.
1997. Transcript pp. 501-302
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3,000—an assertion confirmed by a DPUC Commissioner; and that the task of
preparing operations support systems capable of permitting its competitors to order
electronically transfers of customers and their provisioning, repair, billing services
has proved to be far more difficult than anyone had anticipated

Professor Schwartz claims that advocates of RBOC entry have overstated the extent
to which prices would drop if that were to occur. He appears to be satistied that
recent [XC offerings, which even according to him are at least 10 cents per minute,
do not leave much room for large price reductions Yet in the case of intraLATA
competition, he cites claims of prices as low as 3 cents after presubscription had been
ordered. Because long-distance costs are not very distance-sensitive, the potential
for price reduction should be similar for interLATA services. Therefore, if his
intraLATA figure is accurate, current [XC interLATA prices leave considerable
room for erosion in consequence of RBOC entry: and, as we have already pointed
out, his contention to the contrarny notwithstanding, the RBOCs would have strong
incentives to offer substantial discounts to break into that market. just as the IXCs
have done when first offering intralL AT A service—witness AT&T’s 5 cents a minute
offering in Connecticut. (See our reterence to the SNET experience, in par 70,
below.)

In contradiction of the basic rationale of the Telecommunication Act, which is to

leave the outcome to the competitive market (subject to the antitrust-like protections

incorporated in the Act), the rationale of the Justice Department’s proposal is essentially

% The witness was Paul Karoupas. now TCG's Vice President for regulators and cxternal afTairs. {nformation
from the Connecticut Departincnt of Public Unlitn Control
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regulatory.  Rather than requiring regulators to satisfy themselves only that “the requisite
arrangements necessary to open the local market are made available™ (Schwartz Affidavit, par

70. stress supplied), as the statute stipulates. it would require them additionally to assess the

degree to which that availability has proved cffeciive—that is, whether “meaningful local
competition” has “emerged.” and, if not. “why" (pars 20, 80)—both complicated questions that
Congress wisely intended to head off by establishing specific criteria for open markets in the
checklist. This is clearly a rationalization for continuing micromanagement of a process that,
Professor Schwartz and we agree, Congress intended to deregulate

73 In his Supplemental Affidavit. Protessor Schwartz disputes our contention that
his proposals constitute micromanagement, claiming instead that they will lead to less, rather
than more regulation. We stand by our assessment. He has clearly proposed an additional,
results-oriented standard that would provide the occasion for additional jousting before
regulatory commissions such as we have already described, including assertions such as the
[XCs have already been making that the only “meaningful” competition would be facilities-
based—thereby giving them an additional reason to continue their own policies of emphasizing
entry, instead, by using the facilities of the incumbent LECs (another Catch 22)  For example,
despite the enormous amount of time. effort. and money that ILECs have already expended in
accommodating unbundling and resale and neuotiating with CLECs" —resulting in 1700
agreements as of late November 1997, according to the count of the US Telephone
Association (46 of them in Oklahoma, SWB tells us)—Professor Schwartz believes that RBOCs
“would fight every requirement” (par. 42) imposed to open their markets. Given his belief that

(1) some entrants will depend on unbundled elements well into the tuture and (2) ILECs will be
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prone to discriminate in new access arrangements (par 70).°** the inescapable conclusion would
seem to be pervasive regulation as far as the eve can see  And with it would go the endless
disputes over whether the RBOCs have gone tar enough to satisty the desires of competitors
seeking the most favorable possible deals and regulators under strong pressure to produce

results in the form of visible competitors

C. Successful Competition between Vertically Integrated RBOCs and Firms
Requiring Access to Their Facilities in Other Markets

74 There has accumulated. over the last decade or more. a yreat deal of actual
experience with competition between the RBOCs-—and LECs that are not BOCs—on the one
side, and rivals dependent on access to their facilities.  An ounce of actual experience is surely
weightier than a pound of speculation about possible misdeeds or, indeed, of anecdotal claims
about exclusionary practices. Assertions about the theoretical inadequacies of regulatory
safeguards against predation, cross-subsidy and discriminatory treatment of competitors simply
ignore this historical evidence In practice, competition by non-vertically integrated firms with
RBOC *“bottleneck monopolies” has alreadv succeeded in other telecommunications markets
that are at least as susceptible to anti-competitive tactics as the interLATA market—geographic
corridors in which the BOCs have been permitted to otfer interLATA service, cellular, paging,
voice messaging services (VMS), customer premises equipment (CPE). mtraLATA long

distance and the offer of long-distance service by LECs other than BOCs."”

%" SBC informs us that it has already spent $1.2 billion to accommodate local competition.

* Thus. like other commentators. Professor Schwartz has ignored the extended history of successful competition
with vertically integrated RBOCs that we describe below

* International experience lends further support 1o the argument that regulatory safcguards arc cffective. While
the United States was clcarly the Icader in opening long-distance markets to compelition. 1l has been alone in
requiring divestiture and quarantine.  And yvel. despite thar having remoyed their barners 1o ey into those
markets well after the United States had done so and despite thewr having permitted the providers of cssenual
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1. InterLATA corridor traffic
75. RBOCs have routinely provided interLATA services since divestiture under

exceptions to the AT&T consent decree. the notable example of which is Bell Atlantic's
interLATA service between New York and New Jersey In that narrow market, the RBOC
offers rates about 20 to 30 percent below AT&T's.” vet it has only a small share of this traffic,
|

. . . . . 7
despite purported overwhelming advantages stemming from its control over local service

. o
Over ten years have passed without adverse consequences for competition

2. InterLATA service offerings by non-BOC LECs
76. Large non-BOC LECs, such as GTE, SNET. United Telephone and Rochester
Telephone (now Frontier), have similarly otfered interLATA services without apparent anti-
competitive effect. The SNET experience in Connecticut is quite informativé,” SNET began

offering out-of-state service in April 1994 at rates 15 and 25 percent below AT&T's

local exchange services to continue 1o offer the newly competitive senices. toll competition has made
substantial progress in other countrics  For cxinple. the incumbents in Canada have losl more market share
since competition was authorized in 1992 than occurred in the United States over the comparable pertod after
1984, Similarly. three facilitics-based carriers have caplured over 30 percent of the Japanese long-distance
market since 1987. despitc the fact thit the incumbent NTT remains vertically integrated. Willic Grieve and
Stanford L. Levin. “Telecom Competition in Canada and the US:: The Tortoise and the Hare.”™ Selected
Papers from the 25" Annual Telecommunications Policy Research Conference. Alexandria. VA, Scptember
27-29. 1997 Likewise. Spiller and Cardilli report that facihtics-based /focal competition has progressed at a
healthy pace in the smaller countries they cxamined (Australia. Chile. Guatemala and New Zcaland). cven
though none of these countries has the cxtensive unbundling requirements for an indefinite duration that
prevail in the United States or has prevented incumbenis from verticatly integrating. Pablo T Spiller and
Carlo G. Cardilli. “The Fronticr of Tclccommunications Deregulation:  Small Countries Leading the Pack.”
The Journal of Econonmic Perspectives. Vol L1 (1997), pp. 127-138

" "Bell Atlantic Seeks Nondominant Status in Cortidor' "/ clecommunications Reports, July 17,1993

"' The same is true of NYNEX (now part of Bell Adantic)  The fact that these two RBOCS scrve corridor traffic
only through 10XXX access may cxplain their relatvels small shares in their respective corridor arcas.

" That the FCC is of the opinion that anti-competiive behavior has not been a problem in thesc markets is
suggested by the fact that when. in Scptemiber 1990, it placed these interLATA services provided by LECs
under price caps. it elected not to subject them to price lloors. as it had in other such situations

3 Joint Affidavit of Robert Crandall and Leonard Waverman on Behalf of Ameritech Michigan. In the Matter of
Application of Ameritech Michigan Pursuant to Sccuion 271 of the Teleconununications Act ol 1996 to Provide
In-Region InterLATA Senvices in Michigan. FCC CC Docket No. 97-1. Vol 3 [ Januany 2. 1997, pars 33-34
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undiscounted rates for peak and off-peak calling respectively By the end of 1996, it had
captured about 30 percent of the market, therebv providing large benefits to consumers in the
form of lower prices and new service offerings  For all the reasons we have already
summarized, Southwestern Bell's entry into interLATA service may confidently be expected
similarly to benefit consumers, without denying its rivals a fair opportunity to meet that

competition.

3. Cellular

77. LECs have participated in cellular telephony since 1983  The service Is
organized as a (largely) unregulated duopoly in the United States. with entry limited by the
availability of only two 25 MHz channels in each geographic market At its inception, one
channel was allocated to wireline carriers (generally a BOC or GTE) and the other to non-
wireline providers. The simple fact is that the wireline licensees (the LECs) have not come to
dominate the market, as would have happened if they had been able to subsidize these services
from their local telephone services or otherwise discriminate against their competitors. Despite
a late start, non-wireline suppliers have nearly equal market shares.” Indeed, the largest cellular
company in the US is AT&T/McCaw,. a non-wireline supplier, and seven of the top ten

companies ranked by the ratios of subscribers to population covered are not BOCs.”

"' Paul Kagan Associates. “Cellular Ownership,” [l7reless Marker Stars. August 31, 1995, No. 72 and
Donaldson. Lufkin & Jenretic. 7he 1lireless Communications Industry. Table 2A: Cellular Tndustry - Quarterh
Subscribers, Summer 1996. p. 10.

* Paul Kagan Associates. “Cellular Industry Eclipscs Projcctions (Again).” !irefexs Telecom Investor. March
14. 1994 No. 73.
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78. In rebuttal testimony in response to the 1997 271 application of SBC
Communications Inc, et al in this state.” Professor Robert E. Hall dismisses this record of
successful cellular competition with the incumbent LECs on the ground that only a finite amount
of spectrum has been assigned to that service That tact would be relevant if its effect were to
limit the ability of the two certiticated incumbent carriers to take on additional business. either
individually or collectively The fact is, however, that the expansion of cellular service has nor
been substantially capacity-constrained. On the contrary, the growth in subscribership has
averaged over 40 percent annually, stimulated in important measure by competing promotional
offerings by the wireline and wireless rivals

79 Perhaps the best evidence. however. that participation by SBC and other
incumbent LECs in the cellular business does not toreclose competition comes from the wireline
carriers themselves. Though they are presumably most knowledgeable about the real risks of
anti-competitive conduct directed at them by the incumbent wireline carriers, the number of
territories in which telephone company cellular affiliates compete with one another has grown
rapidly from about 5 in 1986 to more than 30 in 1995 7 And a company as knowledgeable and
sophisticated as AT&T has sunk billions into this market through its purchase of McCaw and
PCS licenses—powerful objective evidence that its frequently expressed concern about LECs
discriminating against it, in favor of their cellular affiliates in their home territories, has not

deterred it from entering into competition with them

s Affidavit on Behalf of MCL. [n_the Mauer of Application by SBC Communications Inc. for Authorization
Under Section 271 of the Telecommunications Act of 1996 to Provide [n-Region. IntcrLATA Services in the
State of Oklahoma. CC Docket No. 97-121. pp. +1-42

" The 1995 number reflects direct competition among the former BOCs except for Pacific Telests. which spun
off its cellular company (now known as AirTouch Ccllular)




4. Paging

80. Paging markets tell a similar storv ~ While LECs have been important
participants, they have always been far from dominant. The largest suppliers, Paging Network
and MobileMedia, are not affiliated with an LEC and another large firm, SkyTel, became the
first to introduce two-way paging (in September 1995)  All told, radio common carriers provide
the largest share of these services, LEC affiliates account tor anly about 20 percent of the total
The paging market is characterized by successful entry (SkyTel’s satellite service in 1987) and
exit (MCT’s sale of its paging and cellular interests to McCaw in 1986, NYNEX's sale to Page
America in 1990 and MobileMedia’s acquisition of BellSouth’s paging subsidiary in January
96™). Again, however, concerns that the LECs might cross-subsidize their offerings of these
competitive services or otherwise exercise their control of local facilities to obstruct their rivals
have proved unfounded; many years of competition have not eventuated in their dominating the

business.

S. Voice Messaging Service (VMS)

81 Many LECs have long been allowed to provide information services. and SBC
and the other BOCs also have been allowed to enter those markets in recent years—all without
evidence that competition has been undermined  Since the BOCs and GTE began offering
VMS, consumers have benefited in at least two ways  First, the monthly charge has dropped

from $30 in 1990 to $5-$15 in 1995.™ Second. the LECs began offering VMS to residential and

¥ M&A: MobilMedia Corp..” Telecommumications Reports. January 8. 1996

" In addition, the FCC has ruled that the Open Network Architecture (ONA) safeguards are sufficient to deter
conduct that has been alleged to be anticompetitive 1 the past. (Bell Operating Companies foint Petition for
Waiver of Computer I Rules. Order. 10 FCC Red. 13764 1995, par. 32.

*JA. Hausman and TJ Tardiff. "Bencfits and Costs of Vertical Integration of Basic and Enhanced
Telecommunications Services.” prepared for filing with the Federal Communications Comnussion. Computer



small business customers, a thitherto untapped market segment In five years. the BOCs’
participation in this market increased from zero to over six million subscriptions, yet competitors
have thrived and the BOCs and GTE together account for just over 1S percent of the total

: 81
revenues nationally

6. Customer premises equipment
82. Though barred from manufacturing, SBC and the other BOCs have been
permitted to distribute CPE. As in the case of interLATA toll, competitors of the BOC must
interconnect with the incumbent’s network—typically in the form of connecting to a BOC-
provided access line There is no evidence—nor have there, to our knowledge, been even
assertions—that thev have attempted. bv exercising their market power. to exclude
competitors,** let alone succeeded. Indeed. their collective market share of CPE distribution is

small, on the order of 10 percent *

7. IntraLATA toll
83.  The final and most directly relevant evidence is to be found in intraLATA long
distance. Nearly all states permit intraLATA toll competition; and in none of them have SBC
and the other LECs been required to divest themselves of their toll businesses or even to create
separate subsidiaries When the 1XCs entered these markets, they (i) started with small initial
market shares,‘ (i) had few facilities within the LATA, so that they were heavily dependent on

the LECs for access to subscribers. (iii) did not have complete dialing parity, and (iv) had to

III Further Remand Proceedings. CC Docket No  ©3-20 on behalf of Bell Atantic. Bell South. NYNEX.
Pacific Bell. Southwestern Bell. and U S West. Apnil 6. 1993

S Ibid.. pp. 5. 10.

¥ NERA staff reviewed complaints filed against the BOCs with the FCC between 1985 and 1991 and found no
complaints about the offering of interconncction of CPE
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compete against inexpensive local calling within the LATA and overcome initial ignorance on
the part of subscribers that they now had a choice of intraLATA long distance providers. Even
under these circumstances, LECs are losing signiticant amounts of market share. particularly for
large business customers that combine interLATA and intraLATA traffic on the same dedicated
facilities. Despite the fact that dialing parity has not been universally required, the IXCs have
already captured 22 percent of that market nationwide (Schwartz Affidavit, p 11, see ftn 4)
This amount of market share loss by incumbents s comparable to AT&T’s in the interLATA
market by 1988 (four years after divestiture) and is all the more remarkable in light of the fact
that intralLATA toll competition was not even authorized in the two largest states, which
account for 46 percent of all such calling (Califormia and New Jersey), until 1995 The success
of competition for long distance intraLATA business is strong evidence that the hypothetical
dangers of discriminatory treatment of BOC attiliates and their competitors are in fact
adequately precluded by existing regulatory safeguards

84 In his Supplemental Affidavit. Professor Schwartz implies that we missed the
point of his discussion of intraLATA toll—namely. that it has been an example of intentional
ILEC foot-dragging in the form of opposition to presubscription. Since we testified on behalf of
some of the RBOCs in support of their position. we can assert with authority that the sole basis
of their opposition was that it would upset the svmmetrical arrangement under the MFJ that
reserved the intraLATA market for them while excluding them from the interLATA. The
Telecommunications Act decisively endorsed that position. hnking intraLATA presubscription
with the lifting of the ban on the RBOCs’ otter ot interLATA service Moreover, Professor

Schwartz’s emphasis on the importance of presubscription—a proposition with which we

Y NATA. 199/ Telecommunications Alarket Review andl FForecast. p. 60



agree—underscores the validity of the point we were making and repeat here the ability of the
[XCs, in a short period of years, to “capture 22° of that market nationwide —even without
presubscription—is a powerful rebuttal to his general proposition that if the RBOCs were
permitted to provide interLATA service. they would use their local monopolies to impede

competition.

V. THE IMPORTANCE OF SYMMETRY IN EXTENDING THE
FREEDOM TO COMPETE

85, As we have already observed. the provision in the Telecommunications Act
prohibiting joint marketing of local exchange and interexchange services by major [XCs (carriers
serving more than S percent of the nation’s lines) that resell the incumbents’ local exchange
services until such time as the incumbent LECs qualify for interLATA entry—at which time,
both they and all competitors would be permitted to market services jointly—is clearly intended
to preserve competitive parity between those two [t also reflects the extent to which the
markets for the several telecommunications services are converging and the necessity. if all
participants are to compete on equal terms. tor all to have equal freedom to bundle their various
services and offer customers one-stop shopping

A. Blurring of Boundaries between Markets; the Importance of One-Stop

Shopping

86. The industry has reacted to the recent dramatic technological and regulatory
changes with a kaleidoscopic variety of new ventures. typically involving entry into other
markets, preexisting and new—sometimes by companies operating alone, at other times through
partnerships or acquisitions—as each attempts to take advantage of these exploding

opportunities (or perceived opportunities) All give rise to the prospect of competition among
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them While, as we have observed. a main strategy since passage of the Telecommunications
Act, has been to negotiate entry into local markets by reselling the services and using the
facilities of the ILECs, the three major [XCs have made large commitments of capital as well—
preponderantly in wireless and in service to business customers in concentrated metropolitan
areas. AT&T’s purchase of McCaw Cellular allowed it access to local networks covering about
half of the United States and it has strengthened its position in these areas by winning licenses in
21 major markets in the recent PCS auctions. with bids totaling approximately $1 7 billion ™
AT&T has also explored alliances with such small non-Bell local providers as Metropolitan
Fiber Systems," as well as cable companies. such as Time Warner,”™ and it has recently
announced its intention to acquire Teleport, one ot the largest operating CLECs [n terms of
local wire services, AT&T states that it already has installed “more than 100 local switches and

special computers for routing traffic*’ to this would be added Teleport's 41 **

¥ AT&T last vear announced a new wircless system that would link customers directly to 1ts network. According
to a recent article. “The system. which consists of a small transceiver mounted on the side of a house. could
give AT&T lightening-fast entrv into the local phonc business.” John J. Keller. "TAT&T Unveils New Wireless
Svstem Linking Home Phones to Its Network.™ The liall Sircet Journal. February 26. 1997 p. B4 Gregon
Rosston. then the FCC's Deputy Chiel Economist. contmented on this development as follows: “AT&T Corp.
recently announced that it is devecloping PCS technology (0 be what Chairman Reed Hundt has termed the
‘Raiders of the Local Loop. ™ #CK. March 3. 1997 p 39

**~AT&T Vows Battle to Offer Local Scrvice.”™ 7he 1 all Niver Journal. October 27, 1995 p. A4

“ John J. Keller and Eben Shapiro. "Time Warner's Cable-TV Unit. AT&T m Talks.” 7he 1lall Street Journal.,
May 16. 1995, p. A3. Additionally. AT&T has filed plans with the FCC to bypiss local connections. using an
advanced satellite communications system. B Ziegler. J Cole. Q Hards. "Satelhie Plan Would Lel AT&T
Bypass Local Networks." The IFall Street Journal. Qctober 301993 p. A6

On the other hand. as but onc prominent illustration of the rapidits with which these plans change.
TCi—the country’s largest cable operator—has signaled its intention to abandon its previously announced
ambitious plans to offer telephone services. “Malone Savs TCI Push into Phones. Internet. Isn't Working for
Now.” The Wall Sireet Journal. January 2. 1997 p Al

* ~AT&T Vows Battle to Offer Local Service.”™ 7he {luit Sireet Journal. October 27. 1995, p. A4 In fact.
Robert Allen. AT&T s chairman. stated on Februan 8. the day the Teleconmunumcations Act became law. that
it had the ability to directly connect its large business customcrs to offer local exchange senvice. It helps put
the 100 switches into perspective (0 potnt out that the RBOCs currently have about 6.000 switches (not
including remotes). On the other hand. because (1) the switches of new local exchange entrants arc hikely 1o be



87 MCT and Sprint also have made major commitments to entering the local market.
bypassing LEC facilities—almost exclusively avain. in wireless and concentrated business
markets. ** MCI first entered into a partnership with British Telecom, which involved an
infusion of $4 3 billions of BT capital ™ Most recently. it announced its intended merger with
WorldCom, which should, among other things. strengthen its local exchange presence, because
of WorldCom’s ownership of the largest operating CLEC, MFS. Sprint has joined with cable
companies in a number of areas to offer basic telephone service through a joint wireless/wireline
strategy,”' and, although it recently spun oft its cellular holdings. it has not abandoned vertical
integration with wireless services  Instead. like Pacific Telesis (recentlv joined with
Southwestern Bell) previously and U S West recently, Sprint has evidently opted for the newer
generation PCS as its main wireless platform, as its aggressive recent advertising campaign
attests. Sprint has also entered into partnership with Deutsche Telekom and France Telecom,
which will aliow the European firms to obtain a large jump-start in the United States market and

allow Sprint to do the same in Europe The apparent plan is for each to own a one-third share in

placed in areas with lugher volumes and (2) such cntrants will be able to obtain unbundled switching from the
ILECs. this simple comparison of the respective numbers understates therr importance

*® Fitch IBCA. Inc.. "Teleport Purchase Near-term Credit Nogatne for AT&T.” Januan 14, 1998

¥ MCI's web page reports investments of $1.7 billion over the last three vears. which have resulted 1n provision
of local service to large businesses in 21 major markets. plus residential service - Caltfornia and linoss.
Considering the discrepancy between local prices and costs and the lack of full resolution of this problem
through rate rebalancing and universal scrvice funding reform. MCUs patiern of investment v the apparentls
most lucrative areas is not surprising,

" BT Agrees to Invest $4.3 Billion for 20% of MCI New ot Venture.” Telecemmumcations Reporis. June 7.
1993.

”' The trade press recently reported that there would be a hnuted delas i Sprint Spectrum’s plans 10 offer local
wireline services through upgraded cable facttitics "Sprint  probably won't rely on networks owned by Tele-
Communications [nc.. Comecast. and Cox Commumications unitl the second wave of |PCS] roliouts scheduted
later this vear.” (Vince Vittore. “Sprint PCS Launches i 6 More Markets.” Cable Horld. March 31997 )



a joint venture, Phoenix. aimed at serving the multibillion-dollar global communications
market *?

g8, Other firms similarly compete for position in these existing and emerging
markets. Besides MCI and AT&T. there are numerous other facilities-based carriers entering
local exchange markets. A recent article reports that as of the end of 1996, 27 CLECs
(including MCImetro) had installed 139 switches throughout the U.S.”* In addition, there are at
least 23 ventures by electric utilities into telecommunications, making use of their rights-of-way.
excess fiber capacity” and large capital reserves. which make the telephone and/or cable markets
appealing to them. ”’

89. These investments, partnerships and market interpenetrations are powerfully
impelled by potential economies on both the demand and the supply sides. The former spring
from the attractiveness to consumers of one-stop shopping—purchasing expanding bundles of
services, at attractive prices, trom single. tamihar suppliers  On the supply side. there are
ubiquitous promised economies of scale and scope The greater the capacity of switches and
transport facilities, the lower are unit costs: this means the incremental costs of adding capacity
are lower than average costs. Similarly, the use of common facilities permits the offer of

additional services at incremental costs much lower than if they had to be provided on a stand-

*“With Variations. Sprint Announces Europcan Pact. “7/ic New York Times. Late Edition. Friday. June 23.
1995, p. D2.

* Joan Engebreston. "The New Guys in Town.” Telephony. Junc 2. 1997. pp. 98-110.

* For example. SCANA Corp.. the parent company of South Carolina Gas and Electric. currently controls 2.500
route miles of cable fiber through its subsidiary MPX Sysicins. Inc.. and is planning to double that. ~Growing
Utility Fiber Market Tempered by Considerable Hesitanes.” I'rher Oprics News. Vol 15, No. 19, May 13,
1995,

** One of us has listed these 23 i testimony on behalf of Boston Edison before the Massachusctis Department of
Public Utilities in D P.U. 97-96. Code of Conduct November 21, 1997, Appendin Table 2



alone basis. Entry into new lines of business at rates above those low incremental costs provides
the opportunity to earn contribution toward common and fixed costs and profits.

90 These economies have a dynamic as well as a static aspect. Complementary
goods become more plentiful and of higher qualitv as the number of users of any one of them—
such as basic telephone service—increases. Since consumers seem to prefer the supplier of
communications services that gives them access to the largest number of complementary
services—internet access, information services, database access, video on demand—there is a
very strong incentive tor the various participants in this industry. once treed trom legal and
regulatory barriers, to compete in developing these new bundles of services

9l Until recently, there had been (1) increasing expressions of concern that the pace
of local competition had been very slow, accompanied by (2) complaints, mainly by the 1XCs,
that the major impediment had been foot-dragging by the ILECs in making the necessary
interconnection arrangements with their challengers Both AT&T and MCI complained also of
the high costs of their previously announced ambitious plans of large scale entry on a facilities
basis; the sharp reduction in the price British Telecom was to have paid for MCI and uncertainty
about changes in AT&T’s top management and company strategy were some symptoms of this
more pessimistic prospect. These various problems appear to be in process of resolution
AT&T changed its top management, announced its intention to refocus its local entry strategy in
the direction of using its own facilities, along with unbundled elements of the ILECs. and has
given that announcement credibility by its proposed acquisition of Teleport. just as MCI's
announced merger with WorldCom appears to strengthen its local exchange capabilities

Whether any of these efforts reflects a serious intention by the IXCs to serve the residential
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market with terrestrial facilities—whether. indeed. such an effort would make sense even if
basic residential services were not grossly underpriced—must remain a subject of profound
skepticism.

92 As for the allegations of ILEC culpability, we have already pointed to the 1700
negotiated interconnection agreements as of November 1997—46 of them in Oklahoma. This is
a remarkable achievement in light of the complexitv of these negotiations and the fact that the

process is barely a year and a half old.

B. The Adverse Consequences of Asvmmetrical Restrictions on the Ability to
Compete Reciprocally

93. As a general proposition. asymmetrical regulation attenuates both the incentives
and the ability of some providers to avail themselves of these scope and scale economies and to
pass the benefits on to their customers under the pressures of competition. As a result, large
benefits are lost and costs incurred ”’ Specifically.

o Stifling the incentives of RBOCs to otfer new services costs society billions of dollars

annually in lost consumer benefits

e As we have already observed. “one-stop shopping” can be worth a substantial part of

the total value of a product or service to consumers, competitors that can offer it

. . 98
have a considerable competitive advantage over those than cannot

*® Significantly, in view of our previous references (o the oxperience in Conneclicut. the only substantial
competitors of SNET in that market arc TCI. Cox and Cablevision—because. of coursc. their cable aircady
passes by the majority of residences in the State

" Hausman and Tardiff. op. 1.

% See for example. ~Study Savs Consumers Would Bus Bundled Semvices.”™  Telecommumcations Reports.
August 12, 1996. That article reports that almost 80 percent of U.S. houscholds would buy bundled scrvices
from a single provider. Other studics have quanuficd the viluc of “onc-siop shopping™ (o consumers.  For
example. see Testumony of Arthur T. Smith on behall o Southern Bell. Docket No. 930330-TP (Fla PS.C
July 1. 1994). This preference for one-stop shopping cuts across cultures: a study of Japancse consumers has
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o The sacrifices of scope economies entails artificially inflated production costs.

94 The upgrading and modernization of the switched public network and the fullest
exploitation of its capability of oftering a varietv of sophisticated and innovative services—
which are the central goals of the Telecommunications Reform Act—depend not just on freeing
the telephone companies and all others from restrictions and handicaps on their ability to do so.
it also requires offering all parties the full. undiluted incentives of a free market system to
undertake the requisite, typically risky investments

9s. Those incentives are of two kinds The first is the stimulus of competition itself
The strongest case for substituting the discipline ot competition for that ot regulation is the
superior ability of the former to exert pressures on all producers to be efficient and innovative, if
they are to survive, let alone prosper The second is the self-interest of the telephone
companies, freed from continuing restrictions on the services they are permitted to offer

96. Particularly during the next several vears. when we will necessarily continue to
depend very heavily on the ILECs for accelerating the deployment of an advanced
telecommunications infrastructure, it is essential that we not weaken the second of these
incentives in a misguided effort to strengthen the tirst  Attempts to micromanage the process of
deregulation, we have found in other industries. are more likely to produce distortions than
actually to encourage efficient competition ™ Ultimately, both incentive systems require the
shrinking of regulation and of all such regulatory restrictions to the absolute minimum and

entrusting protection of the public to deregulated competition—subject, as always. to the

estimated the value of the ability 10 obtain calling scrices from a single provider at about 14 percent of the
average price. Timothy J. Tardiff. "The Efects of Presubscription and Other Attributes on Long-Distance
Carrier Choice." Information [iconomics and Policv. Vol 7. 1995, pp. 333-366.

** Alfred E. Kahn. ~Applications of Economics to an Imperfect World.” the Richard T Ely lecture. The merican
Economic Review, Papers and Proceedings. Vol 69 No 2. Mav 1979 pp. 1-13



constraints of the antitrust laws. But in the interim. delay in allowing Southwestern Bell and the
other RBOCs the opportunity to offer both local and interexchange services is not only
unnecessary to preserve equal competitive opportunities for equally efficient rivals It would be
blatantly anti-competitive, because it would unnecessarily deny Southwestern Bell the ability to
offer the same combinations of services. exploiting the same economies of scope, as both
Congress and the FCC have taken extraordinary pains to ensure will be available to their
competitors. And by weakening both the ability and the incentives of the BOCs to invest in
modern infrastructure and to innovate, it will tend to trustrate achievement of a central goal of

the Act.

VI.  SUMMARY AND CONCLUSIONS

97 The presumption in any system that is supposed to be governed by competition
must be in favor of permitting companies to enter whatever markets they want to enter. by
integration or otherwise

98 The desire of the BOCs to have the restriction on their ability to offer interLATA
service lifted is a desire to compete that is clearlv the place to begin in assessing their petitions
What they are asking for permission to do is to integrate—to extend their operations from the
supply of the “raw material”—Ilocal access—into the supply of one of the major end-services
making use of that input. Vertical integration of this kind is most likely to recommend itself to
companies—and, by the same token, to be socially creative and competitive in its effects—when
it represents a fuller use of existing capabilities—equipment, knowledge, managerial capabilities.
marketing facilities—of the integrating firm—that is to say, when 1t represents a fuller

exploitation of potential economies of scope



99 That 1s undeniably the case here  Subject to the Act and the FCC's
[nterconnection Order. the same Southwestern Bell facilities—switches, transport facilities.
marketing operations—as provide local exchange and intraLATA toll services can also supply
long-distance services, which, packaged with the others. are much more attractive to consumers
than each or only some of them supplied separatelv For exactly the same reasons. long-distance
companies, cable and cellular operators are eager to use their existing capabilities and facilities
to add local telephone services to their offerings  Integration in both directions would.
manifestly, be competitive

100. The ultimate economic question is whether Southwestern Bell and the other
BOCs can possibly, by the exercise of such diminishing but residual monopoly power at the local
level as they possess, succeed in suppressing competition as an effective torce in the market they
wish to enter—suppress Lompe////‘un, that is to say, as contrasted with discommoding
competlitors. And this leads to our final and in a real sense definitive point. We find the ultimate
essential component of the successful strategy of cross-subsidization, predation or exclusionary
tactics hypothesized by opponents of BOC entry into the interLATA market—namely. the
permanent removal or disabling of competitors sutficient to enable the predator to recover the
costs of those cross-subsidizations or other schemes by raising prices—flatly inconceivable
The incumbent long-distance providers are in command of 100 percent of the market. They
have installed capacity that is not going to go away The marginal cost of operating it is low.
leaving its owners with latitude for matching price reductions more than sutficient to dissuade
any would-be predator [t is the present long-distance companies that are the dominant firms in
that market. [n these circumstances, we find it simply inconceivable that they would or could

either be driven out of business or be so debilitated by discriminatory tactics that might,



hypothetically, be employed by the BOCs as to weaken the protection atforded consumers by
their continued competitive presence In these circumstances. entry by Southwestern Bell and
the other RBOCs could only be beneficial /o conswumers in the interLATA market.

101 The Telecommunications Act. however, seeks also to encourage competition at
the local level for its own sake and not merely to ensure fair competition in the interLATA
market. Setting aside the legal consideration that that was not the purpose of the MFJ, which
singled out the Bell successor companies, and theretore no more justifies retaining the special
MFJ-imposed restraints on them than imposing them atresh on all other ILECs, the Act seeks to
achieve this goal by requiring the RBOCs to make the stipulated required tools available to
rivals. The extension of that precondition recommended by the Department ot Justice, however,
could well be counterproductive, even in terms of the achievement of that separate goal of local
competition, because it offers the incumbent interexchange carriers additional pretexts and
inducements to refrain from negotiating in good faith the necessary conditions of their entry—as
the evidence we have cited suggests it has done—while unjustifiably extending the period during
which consumers are denied the benetits ot additional competition in the ofter ot interLATA

services.
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